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OPINION BELOW

The opinion of the Tax Court (R. 51-67) is reported

at 18 T.C. 387.

JURISDICTION

The petition for review (R. 98) involves deficiencies

in individual income taxes for the taxable year 1945,

in the total amount of $2,318.58. A notice of deficiency

was mailed to each taxpayer on March 2, 1950. (R. 6,

16.) Each taxpayer filed a petition for redetermina-



tion with the Tax Court on May 25, 1950 (R. 3-9,

12-21), under the provisions of Section 272 of the In-

ternal Eevenue Code. The decisions of the Tax Court

sustaining the Commissioner's determinations of defi-

ciencies were entered May 23, 1952, and served May 26,

1952. (R. 67-68.) On June 20, 1952, taxpayers filed

a motion for rehearing, reconsideration and revision

of the opinion and decision of the Tax Court (R. 69-

90), which was denied on September 4, 1952 (R. 95-96).

The cases are brought to this Court by a petition for

review filed by the taxpayers on October 10, 1952

(R. 98-102), pursuant to the provisions of Section

1141(a), Internal Revenue Code, as amended by Sec-

tion 36 of the Act of June 25, 1948.

QUESTION PRESENTED

The taxpayer-husband, a lawyer, received fees in

1945 for services rendered over a period in excess of

36 months prior thereto. That income, under Cali-

fornia law, was community income of the taxpayer

and his wife, each of whom had filed separate returns

for 1945. In certain prior years they had filed joint

returns.

The question is whether the Tax Court was correct

in sustaining the Commissioner's determination that,

since the taxpayer had filed joint returns for the prior

years to which the long term fees were allocable, they

are not entitled, in arriving at their 1945 tax liability

under Section 107(a) of the Code, to compute their

hypothetical tax for prior years upon a separate return

basis.



STATUTE AND REGULATIONS INVOLVED

These are set forth in the Appendix, infra.

STATEMENT

There is no dispute as to any of the facts, part of

which were stipulated (R. 26-30) and adopted, as stip-

ulated, by the Tax Court as its findings of fact (R. 54).

The facts may be summarized and explained as

follows

:

Taxpayers, husband and wife, are residents of Cali-

fornia where they resided during the years 1937

through the taxable year 1945. For the years 1938-

1944, inclusive, taxpayers filed a single joint return;

for the years 1937 and 1945, each taxpayer filed a sep-

arate individual return. Taxpayers reported on the

cash basis. All the income for each of the years 1937-

1945, inclusive, was community income. (R. 54).

Taxpayer George K. Ford is a lawyer. In 1945 he

received payment for legal services rendered to clients

over a period of more than 36 months, all of which was

long-term compensation within the scope of Section

107(a) of the Internal Revenue Code, in the total

amount of $39,999.76. (R. 27, 54.) This compensation

for services was community income,^ and one-half

thereof, or $19,999.88, was the income of each tax-

payer.^ (R. 28, 54-55.)

iDeering's Civil Code of California (1949), Sec. 161(a).

^United States v. Malcolm, 282 U.S. 792; 0'Bryan v. Commis-
sioner, 148 F. 2d 456 (C.A. 9th) ; Boland v. Commissioner, 118 F.

2d 622 (C.A. 9th).
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This long-term income, received in 1945, was "allo-

cable" to the years 1937 through 1945, as follows

(R. 55) :

Each Taxpayer's
Part AUocable One-Half of

Year to Each Year Allocable Part

1937 $ 190.28 $ 95.14

1938 285.43 142.72

1939 1,834.39 917.20
1940 2,608.93 1,304.47

1941 2,608.93 1,304.47

1942 4,371.42 2,185.71

1943 9,658.87 4,829.44

1944 9,658.87 4,829.44

1945 8,782.64 4,391.32

Total .$39,999.76

The net income (or loss) as shown by the return

filed for each year 1937 through 1944, plus the "alloca-

tion" to each year of a part of the Section 107 income,

was as follows (R. 55) :

Net Income Per
Return Plus Allocation

Year of Sec. 107(a) Compensation

1937 $10,677.74*

1938 1,317.44

1939 2,926.90

1940 3,674.51

1941 (5,059.22)**

1942 2,241.31

1943 13,921.89

1944 12,254.26

* Separate returns filed for 1937.

** Adjusted for net loss carry-over from 1941.



In claiming the benefits of Section 107(a) of the

Code with respect to that income, taxpayers computed

the additional tax attributable to the taxable years

1942, 1943, and 1944^ on the basis of what this tax

would have been had they filed separate returns for

such years, each reporting one-half of the Section 107

income attributable to each such year. (R. 28-29.)

As explained by the Tax Court, with reference to

taxpayer George K. Ford, the method of applying Sec-

tion 107(a) to the year 1944, for example, was as

follows (R. 58-59) :

After making the adjustment for the purposes of

Section 107(a) of adding part of the long-term income

''allocable" to 1944 ($9,658.87), to the net income

($2,595.39) reported on the joint return, the income

for 1944, as adjusted, was $12,254.26. By dividing that

amount in half, taxpayer obtained the figure $6,127.13

which he claimed would have been his individual net

income for 1944 had he reported his separate income

in a separate individual return for that year. Tax-

payer then applied the 1944 tax rates to his hypo-

thetical 1944 net income, and found a tax of $1,286.86.

The tax reported and paid for 1944, under the joint

return, was $306. Taxpayer divided that tax by two

^ For the years 1938 and 1941, no tax was due on the ori^nal

return on the adjustment under Section 107(a). Because of the

for^veness feature of the Current Tax Payment Act of 1943, c.

120, 57 Stat. 126, the years 1942 and 1943 were considered together

and the tax liability is shown for 1943 only. (R. 21, 56-57.) The

amounts of taxes "attributable" to 1939 and 1940 are so small that

the issue as to those two years has, in effect, been waived and only

the Commissioner's computations for 1943 and 1944 have been

challenged.
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in order to obtain his one-half. He then subtracted

that amount ($153) from the tax ($1,286.86) which he

claimed to be attributable to 1944, and arrived at his

tax ($1,133.86) for 1944 "attributable" to long-term

income allocated to 1944. In schedule form the com-

putation is as follows (R. 59) :

Hypothetical 1944 income
-,..-,•, I J

George K. Helen L.
divided on separate return Ford Ford

basis $6,127.13* $6,127.13

Hjrpothetical 1944 tax on sepa-

ate return basis 1,286.86 1,286.86

Less tax paid, $306, 1/2 to each . . 153.00 153.00

*

Tax "attributable" to 1944 part

of long-term income $1,133.86 $1,133.86

* Equal division of reconstructed net income, $12,254.26, for

1944, under sec. 107(a).

In determining the deficiency for each taxpayer for

1945, the Commissioner computed the tax on the income

for each year as though the "allocable" part of the

long-term income received in 1945 had been received in

each prior year. In so doing, the Commissioner took

the net income reported in a tax return for a prior year

and added thereto the "allocable" part of long-term

income to get adjusted net income for that year. He
then applied the tax rates in effect for such year to the

adjusted net income for the year which gave him the

"correct tax liability" for that year. He then sub-

tracted the "tax disclosed by the original return" from

the "correct tax liability" to get the tax "attributable"

to the "allocated" part of the long-term income.



(R. 56.) The following schedule gives the Commis-

sioner's computations (R. 56)

:

1937 1939 1940 1943 1944
Correct tax $611.84 $5.37 $57.51 $4,025.97 $3,249.25
Tax, original return 602.73 306.00

Tax attributable to '
' allocated '

'

comp $ 9.11 $5.37 $57.51 $4,025.97 $2,943.25

The Commissioner then determined that the correct

tax liability of each taxpayer for 1945, applying the

provisions of Section 107(a), was $3,011.08 (the

amount of tax on 1945 income, including part of the

long-term income), plus $3,525.17 (the aggregate of the

taxes attributable to prior years), or a total tax for

1945 of $6,536.25. (R. 9, 19, 58). The Commissioner

obtained the figure $3,525.17 in the case of each tax-

payer by dividing in half the tax which he found to be

attributable to the earlier years 1939, 1940, 1943, and

1944, for which years joint returns had been filed.

(R. 58.) The following schedule illustrates the last

step in the Commissioner's computation (R. 58)

:

Year

1937

1939

1940

1943

1944

Tax Attributable
to Prior Year

Tax of Each
Taxpayer for 1945

$ 9.11

5.37

57.51

4,025.97

2,943.25

$9.11* $ 9.11

2.69

28.75

2,012.99

1,471.63

$3,525.17

For each petitioner, for 1937, separate returns filed.



Accordingly, the Commissioner asserted a deficiency

against each taxpayer in the amount of $1,159.29. (R. 7,

17.) The Tax Court sustained the Commissioner's

determinations. (R. 67-68.)

SUMMARY OF ARGUMENT

Section 107(a) of the Internal Revenue Code re-

quires that a taxpayer compute his tax on long-term

income in the year of receipt as if part of that income

had actually been received in the prior years to which it

is allocable. Such a computation requires, in turn,

that, for the purpose of making the computation, the

taxpayer adhere to the method (whether single joint

return or separate individual return) selected for re-

porting his income in the prior years. The rule that

the method chosen by the taxpayer for reporting his

income constitutes a binding election has not been

abandoned or changed in any way for the purpose of

applying the tax benefits accorded by Section 107(a).

Since, under that rule, taxpayers herein could not have

changed from the joint return method of reporting in-

come, elected by them for the years 1943 and 1944, had

they filed amended returns for those years, neither can

they change from that method to separate individual

return basis for the purpose of computing the hypo-

thetical tax due for those years under the provisions of

Section 107(a).

The benefits accorded by Section 107(a) are in the

nature of an exemption and its provisions are therefore

to be strictly construed.

Assuming, arguendo, that the taxpayers' theory that

their tax liabilities for the prior years may be recom-
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puted on a separate return basis was correct, they have

not followed their own theory, as the Tax Court held,

since they failed to establish their separate in-

dividual deductions for the years 1943 and 1944. In the

absence of such information, it was not possible to

determine the taxpayers' taxable income for those

years, nor the tax attributable thereto, on a separate

return basis.

ARGUMENT

[n Computing Their Tax Liability for a Given Year Under
Section 107(a), Taxpayers May Not Disregard the

Manner in Which They Filed Their Returns in Previous

Years.

The problem presented in this case involves the

method of computation required by Section 107(a) of

the Internal Revenue Code (Appendix, infra) for the

purpose of ascertaining the amount of tax due from the

taxpayers as a result of the receipt in 1945 of compensa-

tion received for services rendered over a period of

36 months or more.

There is no controversy with regard to the right of

the taxpayers to the benefit of the provisions of Section

107(a) under the facts of these cases. (R. 27.) The

sole argument relates to the method of computation for

the years 1943 and 1944,'' when joint returns were filed,

in view of the fact that taxpayers filed separate income

tax returns for the taxable year 1945. (R. 28.) It is

taxpayers' theory that, for the purpose of making the

computation under Section 107(a), they may, in

allocating part of their long-term income to the years

1943 and 1944, disregard the fact that they filed joint

See footnote 3, supra.
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returns in those years and compute their hypothetical

tax as if they had filed separate returns. It is the posi-

tion of the Commissioner that taxpayers, having made

a binding election to file joint returns in 1943 and 1944

must, in applying Section 107(a), compute their hypo-

ethetical tax liability for those years on the basis that

they were a single taxable unit.

In order to be entitled to the special tax treatment

accorded by Section 107, a taxpayer is required to bring

himself within the letter and spirit of the Congressional

grant. United States v. Robertson, 190 F. 2d 680 (C.A.

10th), affirmed, 343 U.S. 711; Lindstrom v. Commis-

sioner, 149 F. 2d 344 (C.A. 9th). In the latter case this

Court, viewing Section 107 as akin to a special exemp-

tion provision, observed (p. 346) that such provisions

are "to be strictly construed". See Sovick v. Shaugh-

nessy, 92 F. Supp. 202, 205 (N.D. N.Y.) ; cf. Slough

V. Commissioner, 147 F. 2d 836 (C.A. 6th). In speak-

ing of Section 107, the Court of Appeals for the Second

Circuit stated in Smart v. Commissioner, 152 F. 2d 333,

335, certiorari denied, 327 U.S. 804, that "the section

is an exception and as such must submit to close

scrutiny; and—what is more important—Congress

has been sparing in the relief given." After noting the

provisions of Section 107 in its original form and the

changes made by the 1942 amendment, that court

further observed (p. 335) that it was not permitted

"any assumption that it [Section 107] is infused with

a broad purpose, which we should ramify as the

occasion may demand." The cases cited by taxpayers

(Br. 11-19) in support of fes argument for a liberal
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construction of Section 107 do not support that proposi-

tion. Thus, for example, Marshall v. Commissioner, 14

T.C. 90, affirmed, 185 F. 2d 674 (C.A. 3d) ; Nielson v.

Commissioner, decided January 26, 1950 (1950 P-H
T.C. Memorandum Decisions, par. 50,025), and

Enerson v. Commissioner, decided January 26, 1950

(1950 P-H T.C. Memorandum Decisions, par. 50,024),

both affirmed, 187 F. 2d 233 (C.A. 9th), merely stand

for the proposition that a partner, reporting his share

of long-term partnership income, may avail himself of

the Section 107 limitation even though he was not a

member of the partnership at the time the services

were rendered. The case of Hofferbert v. Marshall, 200

F. 2d 648 (C.A. 4th), merely stands for the proposition

(as to which there is no controversy in the present

case) that the benefits of Section 107(a) may be applied

to income split between husband and wife.

In computing their tax liability for the taxable year

1945, taxpayers agree with the figures set forth by the

Commissioner in Exhibit "B" (R. 21) down to the

point "Income as adjusted" which is shown as

$13,921.89 for 1943 and $12,254.26 for 1944. At that

point, taxpayers divided the income as adjusted equally

between them as though they had filed separate returns,

computed the hypotheticaF tax on that divided figure,

subtracted one-half the tax paid for the particular year

and arrived at a hypothetical tax of $1,619.68 for 1943

and $1,133.86 for 1944. (R. 48-49.) Taxpayers thus

^ The computation is hypothetical since Section 107(a) does not

require that the income be taxed in the year when earned but merely

provides a formula for determining the tax on long'-term compensa-

tion in the year when it is received and taxable.
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determined their "aggregate" tax for the years 1937-

1944, inclusive, to be $2,794.09 each, and their respective

tax liability for the taxable year 1945 to be $5,805.17.

(R. 50.)

The Commissioner on the other hand, following the

joint return basis of reporting income which taxpayers

had elected, computed the hypothetical tax on the in-

come as adjusted for each of the years 1943 and 1944,

subtracted therefrom the total tax paid for each year,

and divided the result by two in order to arrive at the

hypothetical tax attributable to each taxpayer, or

$2,012.99 for 1943 and $1,471.63 for 1944. The Com-

missioner thus determined the "aggregate" tax of each

taxpayer for the years 1937-1944, inclusive, to be

$3,525.17 (R. 21, 47-48, 49), resulting in a deficiency

against each taxpayer for 1945 of $1,159.29 (R. 9, 19).

In its opinion, sustaining the Commissioner's deter-

minations, the Tax Court pointed out that taxpayers,

in fact, had not even applied the theory which they

contend is proper under Section 107(a). (R. 61, 62.)

The Tax Court held that it therefore could not approve

taxpayers' computations of taxes with respect to the

years when joint returns had been filed, and accord-

ingly sustained the Commissioner's determinations of

deficiencies. (R. 62, 67, 68.) In support of its holding

that the taxpayers had not even applied their own

theory, the Tax Court pointed out that taxpayers had

offered no evidence as to what their separate in-

dividual deductions were for 1943 and 1944—factors

which had to be known in order to alrrive at each

taxpayer's individual net income. (R. 61.) It fur-
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ther pointed out tliat where husband and wife elect

to file separate returns, each may take only the deduc-

tions which, under the Code, may properly be taken

from his individual income, and stated that in the in-

stant case it could not assume that the taxpayers each

had the identically same allowable deductions for

1943 and 1944. Thus, as the Tax Court concluded, tax-

payers did not determine the alleged tax attributable to

those years by applying their own theory, but rather

(using the year 1944 as an example) (R. 62)

—

they have followed a hybrid method under which

they took the net income for 1944, resulting from

off-setting combined deductions against combined

income, computed on the basis of a joint return,

which they then arbitrarily divided in half in order

to apply the tax rates which would be applied on

the basis of a single return.

Clearly, since the taxpayers failed to establish what

their individual deductions were for the years 1943 and

1944, the method of computation which they have

applied is at odds with the requirements of Section

107(a) since it does not correctly reflect the tax

attributable to that part of the long-term income

allocable to those years. If, in the instant case, tax-

payers had each received one-half of $9,658.87 (R. 20)

in each of the years 1943 and 1944 and reported it on a

separate return basis, each would have been required to

show also his or her own separate deductions. Unless

their deductions were identical, the amount of tax due

for those years would have differed. In the absence of
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proof of those deductions, it is not possible, as the Tax

Court concluded, to determine what each taxpayer's tax

would have been for those years.

Taxpayers' argument (Br. 30-33) that the record

reveals adequate coverage of the matter of personal

deductions for 1943 and 1944 since "no personal deduc-

tions were involved with respect to the year 1943"

(R. 30) and the use of the standard deduction was

allowable for 1944 (R. 31) involves a misapplication of

the facts in the first instance and ignores the further

fact that the manner of taking deductions is one the

taxpayer must elect.

The steps involved in computing long-term income

under Section 107(a) are set forth in Section 29.107-1

of Treasury Regulations 111 (Appendix, infra) and

provide in part that the tax attributable to any one of

the years preceding the taxable year shall be computed

as if the ratable portion of that income had been re-

ceived in such year. Application of that step to the

year 1943 converts any loss for that year to a profit

(R. 21) and consequently separate personal deductions

would be involved and should be taken into considera-

tion in determining the hypothetical tax liability of

each taxpayer for that year.

Under Internal Revenue Code Section 23 (aa), as

added by the Individual Income Tax Act of 1944, c.

210, 58 Stat. 231, and effective for taxable years be-

ginning after December 31, 1943, and Section

29.23 (aa)-l (b)(1) and (d) of Treasury Regulations

111, taxpayers had an irevocable election either to take

the standard deduction allowable or to itemize their
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deductions—the election to be signified on their

returns. Prior thereto (i.e. for 1943) taxpayers were

required to itemize their deductions. In computing

their hypothetical tax liability for 1943, therefore, it

was incumbent upon taxpayers to establish what their

deductions were for that year. As to 1944, the tax-

payers' returns were not offered in cAddence and con-

sequently it is not known whether they elected to item-

ize their deductions for that year or take the standard

deduction allowable. If the former, taxpayers failed

to establish the individual deductions to which they

would have been entitled ; if the latter, taxpayers have

failed to establish the election.

As an additional reason in support of its ruling, the

Tax Court observed (R. 63) that, even if it were proper

for taxpayers to reconstruct income and tax for the

years 1943 and 1944 on an individual basis, taxpayers

erred, under their theory, in not introducing the facts

concerning their separate deductions for those years,

since the deductions of spouses who file a single joint

return may be treated in ways which have a different

result taxwise than when separate returns are filed.

Helvering v. Janney, 311 U.S. 189; Taft v. Helvering,

311 U.S. 195.

Taxpayers' argument (Br. 27-34) that the '' deduc-

tion issue" forming the basis of the Tax Court's de-

cisons is without basis in the record and is contrary to

the stipulated facts is incorrect. In the first place, the

language of paragraph 5 of the stipulation of facts
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(R. 28-29)^ quoted by taxpayers in their brief (pp. 28-

29) is not to be taken to mean that in applying Section

107(a) taxpayers computed their taxes for the years

1943 and 1944 with regard to their allowable individual

deductions for those years. The last part of the sen-

tence omitted from taxpayers' quotation clearly shows

that the only factor considered in making those com-

putations was the addition of the long-term income

attributable to each of those years. No mention was

made of deductions. A fair and impartial construction

of that part of the language of paragraph 5 of the

stipulation shows no intent on the part of the Com-

missioner to accept the taxpayers' computation as

showing their correct tax liability for 1943 and 1944

even upon the application of their own theory. The

Tax Court therefore did not ignore the stipulated facts

in deciding the cases upon the "deduction issue".

Neither did consideration of the matter of deductions

raise an issue not presented to the Tax Court nor did

it amount to advancing a reason in support of the de-

ficiency assessment not stated in the deficiency notices,

for it was inherent in both. The deficiency notices

merely stated that the filing of joint returns for 1943

and 1944 constituted a "binding election" as to the

manner of computing taxes for those years. (R. 8, 18.)

The issue stipulated by the parties (R. 29-30) did no

^ Reading in part as follows

:

* * * petitioners computed the additional tax attributable to

the taxable years 1942, 1943, and 1944 on the basis of what

their tax would have been had they filed separate returns for

such years, each reporting one-half of the Section 107 income

attributable to each of said years.
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more than raise that point as a question of law. In

effect, the Tax Court, rather than ignoring the stipula-

tion of the parties, merely concluded that it was in-

sufficient to sustain taxpapers' burden of proof. Cf.

Niles Bement Pond Co. v. United States, 281 U.S. 357

;

Burnet v. Houston, 283 U.S. 223, 227-228.

Apart from the fact that taxpayers have failed to

prove what the taxes attributable to the years 1943 and

1944 would have been if they had filed separate returns,

it is the position of the Commissioner that this method

of computation sought to be applied by taxpayers is

erroneous and cannot be applied in any event since tax-

payers had made a binding election to file joint returns

for those years. Although at one point, the Tax Court

commented that the rule about the binding effect of

the method of filing a return was "immaterial''

(R. 63), at another, it recognized the rule as offering

a '* strong indication" that the taxpayers' theory should

not be approved (R. 63). In any event, the Tax Court

did not pass upon the applicability of the rule with

respect to the instant case. (R. 63.)

It is well established that the election of a taxpayer

under Section 51(b) of the Code to file a joint or

separate return, even in a community property state, is

a binding one and may not be changed either by the tax-

payer or the Commissioner. Pacific National Co. v.

Welch, 304 U.S. 191; Lamb v. Smith, 183 F. 2d 938

(C.A. 3d) ; Binder v. Welch, 107 F. 2d 821 (C.A. 9th)

United States v. Pettigrew, 81 F. 2d 666 (C.A. 9th)

Champlin v. Commissioner, 78 F. 2d 905 (C.A. 10th)

Radiant Glass Co. v. Burnet, 54 F. 2d 718 (C.A. D.C.)
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Morris v. Commissioner, 40 F. 2d 504 (C.A. 2d) ; Rose

V. Grant, 39 F. 2d 338 (C.A. 5th), petition for certiorari

granted, 282 U.S. 821, petition dismissed, 283 U.S. 867;

Treasury Eegulations 111, Section 29.51-1 (b); I.T.

1372, I-l Cum. Bull. 238 (1922).

The rule applied in the foregoing cases was stated as

follows in Rose v. Grant, supra (p. 341) :

The statute gives the right to the husband and

wife to file either a separate return or a joint re-

turn, but not to change from one to the other at any

time it appears to their advantage to do so. The

impossibility under such a system of determining

the amount of tax due * * * as well as the admin-

istrative inconvenience thereof, condemns it.

By filing joint returns in 1943 and 1944, taxpayers

combined their respective gross income to determine

their aggregate gross income to their advantage tax-

wise for those years. Because of that election, tax-

payers cannot now be heard to complain that this choice

has proved disadvantageous.

As*the Tax Court noted (R. 62), in applying Section

107(a) prior tax years are not opened and the tax for

prior years is not revised, since the computations to be

made thereunder constitute only the measure of the

tax for the year in which the long-term compensation

is received. In seeking to apply their method of com-

puting their 1945 tax liability, however, the taxpayers

are in effect seeking to reopen the prior tax years to

which the long-term income involved herein is allocable,

and thus to impose an uncalled for administrative

burden upon the Commissioner.
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Under the Commissioner's method, the tax attribut-

able to long-term compensation is readily computed.

The allocable portion is merely added to the net income

as reported for a given year and the tax computed on

the combined amount according to the rates in force

for that year. The difference between that figure and

the tax reported and paid represents the tax attribut-

able to the compensation allocable to the particular

prior year. On the other hand, if the income and tax

for the prior year are to be determined on a different

basis from that on which they were reported and com-

puted, as taxpayers urge, the result would be that addi-

tional computations, involving new factual and legal

determinations as to the proper gross income and de-

ductions on the new basis, would have to be made. For

example, when a joint return is filed for a prior year,

all income and deductions of both spouses are liunped

together on the theory that the spouses are a taxable

unit. If, however, they are to be permitted to compute

their Section 107(a) tax on the basis of separate re-

turns for that year, the income and deductions of each

spouse must be determined. The necessity for this

determination would not be eliminated in a community

property state because even in such states spouses may
have separate deductions, in addition to community in-

come and deductions.^ Consequently, if a taxpayer

"^ Taxpayers' assertion (Br. 32) that in reporting community in-

come on a separate return basis it is mandatory that all deductions

be equally split, is correct only if it is limited to community deduc-

tions (see Bishop v. Commissioner, 152 F. 2d 389 (C.A. 9th)), or

stated another way, to deductions "applicable" to the community

income {Stewart v. Commissioner, 95 F. 2d 821 (C.A. 5th)).
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may, for purposes of Section 107(a) recompute his

income and tax for a prior year on the changed basis,

the Commissioner would have the burden, in auditing

the Section 107(a) liability of investigating the facts

as to the nature of the income and deductions for the

prior year and of determining their proper classifica-

tion. An additional administrative burden would thus

be imposed, which in some cases might require in-

vestigation of facts extending back ten or fifteen years

or more. Similarly, if the situation were reversed, the

taxpayer, in combating the Commissioner's determina-

tions, would be subjected to the burden. It seems plain

that Congress did not intend that a redetermination of

the income and tax for prior years be made on a new

basis, but rather, that it intended to use the income

and tax liability on the basis reported for the purpose

of computing the tax arising from a hypothetical

spreading of the lump sum compensation received in

one year over prior years.

But taxpayers argue (Br. 19-21) that neither Section

107(a) nor the applicable Regulations require any

reference to income tax returns as actually filed for

prior years. Taxpayer thus ignores the plain language

of the statute reading "had it been included in the gross

income of such individual ratably over that part of the

period which precedes the date of such receipt or

accrual." Obviously this language refers to the gross

income as reported in the returns filed for the preced-

ing years when the long-term income was earned. For

the years in question, 1943 and 1944, taxpayers re-

ported their gross income as one taxable unit and not as

individuals. That method, therefore, is to be used as
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the basis for computing their hypothetical tax liability

for 1943 and 1944.

Taxpayers argue further (R. 21-27) that the binding

effect of the type of return filed applies only to the

filing of an amended return for a particular tax year,

and has nothing to do with the application of the pro-

visions of Section 107(a). Taxpayers agree (Br. 23),

however, that the computation under Section 107(a) is

hypothetical in that the statute does not allow and the

recomputations are not made for the purpose of reopen-

ing tax liabilities with respect to the years when the

services were performed. Even if the statute did pro-

vide for a reopening of the previous years, instead of

a hypothetical recomputation of tax for those years,

taxpayers would be unable to file amended separate

returns for 1943 and 1944, or change their method of

reporting, in the absence of some express statutory

authority to do so. By the same token, if taxpayers

could not change their method of reporting, if Section

107(a) permitted reopening of the previous years,

neither can they recompute their tax for years in which

joint returns were filed, even hypothetically, as though

separate returns had been filed, merely because it now

appears that a tax saving would have been effected in a

later year had separate returns been filed in an earlier

year.

Taxpayers' assertion (Br. 18-19) that Hofferhert v.

Marshall, supra, involved the "identical issue" pre-

sented in this appeal is erroneous. In that case, the

taxpayer-husband was a partner in a law firm which

received a fee in 1948 which could be allocated over
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prior years under Section 107 (a) . The income and tax-

splitting benefits of Section 12 (d)^ and Section 51 (b)^

of the Code became available for the first time in 1948.

The husband and wife had filed a joint return for that

year and also had filed joint returns for certain prior

years. The Commissioner argued, contrary to the con-

tention of the taxpayers, that they were not entitled to

compute their hypothetical tax liabilities for the earlier

years on an income and tax-splitting basis because to

do so would be in effect to apply Sections 12(d) and

51(b) retroactively to years to which Congress had

not made them applicable. The decision of the Fourth

Circuit in that case affirmed the decision of the Tax

Court holding in favor of the taxpayers. The Commis-

sioner's further argument, made for the first time on

appeal, that taxpayers erred in their method of com-

puting their hypothetical tax liability for prior years

in which joint returns had been filed, as an examination

of the record in that case shows, was based upon the

following facts : only one spouse's half of the long-term

income allocable to a given year for which a joint return

was filed was added to the reported net income for that

year. The new tax was then calculated, and the pre-

viously paid tax was subtracted to give a new balance

due (on one-half of income) which was then doubled to

allow for the tax on the share of the second spouse.

The Commissioner argued that such method of compu-

tation was erroneous since the total income of both

8 As added by Section 301 of the Revenue Act of 1948, c. 168, 62

Stat. 110.

^ As amended by Section 303 of the Revenue Act of 1948, supra.
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spouses should have been added to the net income re-

ported and the tax calculated on the sum thereof less

exemptions. The comment of the Fourth Circuit, that,

in spite of the fact that the point was raised too late,

it did not appear to be of sufficient importance to re-

mand the case, related apparently to that court's

erroneous belief that it made no difference in the tax

as a matter of dollar and cents.

Since, in the instant case, the taxes attributable to

long-term income for years prior to its receipt are to be

computed as if the allocable portion was actually re-

ceived in such years, and since there was only one gross

income and one tax liability for each of the years 1943

and 1944, it follows that under the plain language of

Section 107(a) the taxes attributable to those years

must be computed on the basis of the joint returns filed,

and not as if separate individual returns had been filed.

There is nothing in the applicable statute or Regula-

tions to suggest that Congress intended to permit a tax-

payer to do otherwise, and the fact that hindsight would

have dictated a contrary election does not sanction or

justify the taxpayers' claim that their tax liability

should be computed accordingly. Cf . Pacific National

Co. V. Welch, supra.
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CONCLUSION

The judgments of the Tax Court are correct and

should be affirmed.

Respectfully submitted,

H. Brian Holland
Assistant Attorney General.

Ellis N. Slack,

Helen Goodner,

George F. Lynch,
Special Assistants to the

Attorney General,

April, 1953.
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APPENDIX

Internal Revenue Code:

Sec. 107 [As added by Sec. 220 (a) of the

Revenue Act of 1939, c. 247, 53 Stat. 862, and

amended by Sec. 139(a) of the Revenue Act of

1942, c. 619, 56 Stat. 798, and Sec. 119(b) of

the Revenue Act of 1943, c. 63, 58 Stat. 21].

Compensation for Services Rendered for a

Period of Thirty-six Months or More and

Back Pay.

(a) Personal Services.—If at least 80 per

centum of the total compensation for personal

services covering a period of thirty-six calendar

months or more (from the beginning to the comple-

tion of such services) is received or accrued in one

taxable year by an individual or a partnership, the

tax attributable to any part thereof which is in-

included in the gross income of any individual

shall not be greater than the aggregate of the taxes

attributable to such part had it been included in the

gross income of such individual ratably over that

part of the period which precedes the date of such

receipt or accrual.

(26 U.S.C. 1946 ed., Sec. 107.)

Treasury Regulations 111, promulgated under the

Internal Revenue Code

:

Sec. 29.107-1. Personal Services. — Section

107(a) provides that if at least 80 percent of the

total compensation for personal services covering
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a period of 36 calendar months or more (from the

beginning to the completion of such services) is

received or accrued in one taxable year by an in-

dividual or a partnership then the tax attributable

to any part of such amount which is included in the

gross income of any individual shall not be greater

than the aggregate of the taxes attributable to such

part had such part been included in the gross in-

come of such individual ratably over that part of

the period of service which precedes the date of

such receipt or accrual. Thus, for example, if an

individual who makes his returns on a calendar

year basis and on the basis of cash receipts and dis-

bursements commences personal services on Feb-

ruary 17, 1942, and completes them on July 1, 1945,

and is paid $8,000 for such services on the comple-

tion date, he is entitled to the benefits of section

107(a), provided the $8,000 is at least 80 percent

of the total compensation paid or to be paid to such

individual for such services ; and the tax attribut-

able to the $8,000 received in 1945 and included in

the individual's gross income for such year shall

not be greater than the tax attributable to such

amount, had it been received ratably over the

calendar months included in the period from

February 17, 1942, to July 1, 1945. However, if

such individual receives an additional $5,000 in

1946 for such services, he is not entitled to the bene-

fits of section 107(a) with respect to either the

$8,000 or the $5,000, for the reason that he does not

receive in one taxable year at least 80 percent
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of the total compensation for such services. Also,

for example, if an individual who makes his re-

turns on the calendar year basis and on the basis of

cash receipts and disbursements commences per-

sonal services on March 3, 1940, and completes

them on August 22, 1943, and is paid a total com-

pensation of $10,000 for such services on July 5,

1952, he is entitled to the benefits of section 107(a)

;

and the tax attributable to the $10,000 received in

1942 and included in such individual's gross in-

come for such year shall not be greater than the tax

attributable to such amount, had it been received

ratably over the calendar months included in the

period from March 3, 1940, to July 5, 1942, the date

on which the $10,000 was received. However, if

such individual receives an additional $7,000 for

such services on May 1, 1943, he is not entitled to

the benefits of section 107(a) for the reason that

he does not receive in one taxable year at least 80

percent of the total compensation for such services.

It is immaterial when the personal services are

rendered provided at least 36 calendar months

elapse from the beginning to the completion of the

services. For the purposes of this section, a frac-

tional part of a month is to be disregarded unless it

amounts to more than half a month, in which case

it is to be considered as a month.

It is not necessary, in order for section 107(a)

to be applicable, that the individual who includes
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in his gross income compensation for such personal

services be the person who renders the services.

For example, a partner who shares in the com-

pensation for such personal services rendered by

the partnership may be entitled to the benefits of

section 107(a), notwithstanding that he took no

part in the rendering of such services.

The first step in determining whether the limita-

tion in section 107(a) relative to the amount of tax

is applicable is the computation of the amount of

tax in the current taxable year attributable to that

part of the compensation which is included in the

gross income of the taxpayer for such year. The

tax attributable to such compensation is the

difference between the tax for such taxable year

computed with the inclusion of such compensation

in gross income and the tax for such taxable year

computed without including such compensation in

gross income.

The next step is to compute the tax attributable

to such compensation in each of the taxable years

(including the current taxable year) within which

falls one or more calendar months included in the

part of the period of service which precedes the

date such compensation is received or accrued, as

if the compensation had been received or accrued

in equal portions in each of such calendar months.

For what constitutes a taxable year, see section

48 (a). The amount of the tax attributable to such

compensation in each such taxable year is the
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difference between the tax for such year computed

with the inclusion of an allocable portion of such

compensation in gross income and the tax for such

year computed without including any part of such

compensation in gross income. The portion of the

compensation allocable to each such taxable year is

an amount equal to the entire amount of such com-

pensation received or accrued in the current tax-

able year, divided by the entire number of calendar

months included within the part of the period of

service which precedes the date such compensa-

tion is received or accrued, and multiplied by the

number of such calendar months falling within the

particular taxable year.

The tax for the current taxable year shall be

the tax for such year computed without including

the compensation for personal services in gross in-

come, plus (1) the amount of tax for such taxable

year attributable to such compensation (computed

in accordance with the second preceding para-

graph) or (2) the sum of the taxes attributable to

such compensation had it been received in equal

portions in each of the calendar months included

within the part of the period of service which pre-

cedes the date such compensation is received or

accrued (computed in accordance with the preced-

ing paragraph), whichever is the smaller.

The method of allocating compensation for per-

sonal services to the taxable years in which falls
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any of the calendar months included within the

part of the period of service which precedes the

date such compensation is received may be

illustrated by the following examples, in each of

which the taxpayer makes his return on the cash

receipts and disbursements basis

:
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